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Tax Aspects of Acquisition and
Disposition of Business Property
by ERNEST H . KENYON
Principal, Omaha Office
Presented before the 28th Annual Tax Clinic of the Wisconsin
Society of Certified Public Accountants, Milwaukee—November 1964

IN HIS TAX message to Congress in April of 1961, President Kennedy
stated, "I therefore recommend that capital gains treatment be withdrawn from gains on the disposition of depreciable property, both personal
and real property, to the extent that depreciation has been deducted for
such property by the seller in previous years, permitting only the excess
of the sales price over the original cost to be treated as a capital gain."
The Revenue Act of 1962 included provisions that amounted to substantial compliance with the President's recommendation, but only with
respect to depreciable personal property.
Committee Reports on the 1964 Revenue Act explain the omission of
real property from the previous recapture law as resulting from a recognition of the problem in doing so where there is an appreciable rise in the
value of real property attributable to a rise in the general price level over
a long period of time. In other words, the impact of a rising economy
was being recognized.
The Reports add that this year's Act takes this factor into account,
and that it makes sure the ordinary income treatment is applied only to
what may truly be called excess depreciation deductions.
This concept of excess depreciation obviously was pointed at investors
who would acquire real estate with the intention of deducting accelerated
depreciation against ordinary income, followed by an early sale of the
property at a profit that would be taxed as capital gain.
ADDITIONAL DEPRECIATION
It is the element of artificial profit created by the so-called excess
depreciation deduction that is the principal target of new section 1250.
The measure of excessiveness (referred to in the law as "additional
depreciation") is related to the length of time that the property was held.
If the property was held for one year or less, within the limit of the
profit realized, all depreciation allowed or allowable after 1963 will be
considered excessive and therefore will be recaptured and treated as
ordinary income.
Although the new section uses the term "allowed or allowable" with
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reference to the original deductions, if the taxpayer can establish that
his deduction for a given period was less than that allowable, then the
smaller amount will be taken into account. Thus a taxpayer, who for some
reason did not initially deduct all depreciation to which he was entitled, will
not be required to compound the loss by subjecting the unavailed-of portion
to recapture.
If the real estate was owned for more than one year, the amount
to be recaptured will be based on the excess of the depreciation deducted
for 1964 and later years over the depreciation that would have been computed on the same asset using the straight-line method.
If the asset was held for twenty months or less, 100 per cent of that
excess (or the amount of gain, if smaller) must be reported as ordinary
income. Starting with the twenty-first month and for each additional full
month of ownership, the recapture is reduced at the rate of one per cent a
month. Thus, after 120 months or ten years have elapsed, the new provisions are not applicable, and capital gain will not be reduced.
The additional depreciation determined may be reduced by any pre1964 excess of adjustment that would have resulted under the straight-line
method over the amount actually taken. This relief is mentioned in the
Committee Reports. The new code section does not refer to pre-1964
depreciation.
For purposes of determining the additional depreciation, the application of the straight-line method must reflect the same useful life and the
same salvage value used in arriving at the depreciation claimed.
If the method originally used did not take any useful life into consideration—as for example the units-of-production method—or if no salvage
value had been deducted, then a useful life or salvage value that would
have been proper under the circumstances must be used in the computation.
HOLDING PERIODS
Since period of ownership plays such an important role in this
recapture scheme, special holding-period rules have been devised.
The holding period of acquired property begins on the day after
acquisition. The term "acquired," as used here, refers to all types of transactions except those covering property having a transferred basis or those
relating to personal residences.
A full month is the period from a date in one month to the same date
minus one day in the following month.
The holding period of constructed property begins on the first day
of the month during which the property is placed in service. For example,
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if a taxpayer constructed a building and placed it in service on December
30, 1964, the holding period for purposes of determining the applicable
percentage of additional depreciation would begin on December 1, 1964.
Property is considered to have been placed in service on the date on
which it is first used, and whether or not such usage is for business, is
related to the production of income, or is personal, is immaterial.
It is not unusual for units of an office building or apartment house
to be occupied before the structure itself has been completed. Under such
circumstances, each floor or suite or apartment as it is put to use will have
its own separate holding period. Substantial improvements to existing
property, likewise, are assigned separate holding periods.
Generally, where property is acquired in a transaction of the type
requiring a carry-over basis, the preceding owner's holding period is tacked
on. More specifically, the new rules will permit a transferee of qualifying
property to include the transferor's holding period for:
• gifts,
• certain transfers at death,
• liquidations of subsidiaries (except when the basis is determined
under section 334(b)(2)),
• transfers to controlled corporations under section 351,
• reorganization exchanges under section 361,
• bankruptcy and receivership transfers under section 371,
• railroad reorganization transfers under section 374,
• contributions of property to a partnership under section 721,
• distributions of property by a partnership under section 731, and
• sales or exchanges ordered by the F C C or the SEC.
If, in the course of such a transaction, however, the basis of the property does increase, then that increase, according to the Committee Reports,
may be treated as an improvement and, accordingly, will be assigned a
separate holding period. This might apply to a transfer to a controlled
corporation in a transaction including "boot." Presumably, the element
of basis represented by the boot, if it conforms to the measure of a substantial improvement, must be given its own holding period.
A similar holding period rule has been designed to apply to principal
residences. If the property was acquired with the proceeds of a tax-free
sale of a prior home, and if the new residence was thereafter converted to
business use, the holding period starts when the first residence was acquired. However, if the transferred basis was increased because, for example, the new home cost more than the sales price of the old one, the
increase may be treated as an improvement with a different holding period.
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A notable exception to the pattern of tacking on holding periods when
basis follows through has to do with like-kind exchanges and involuntary
conversions. When the new property is acquired, a new holding period
begins for the purpose of determining the percentage applicable to the
recaptured depreciation.
The holding period ends on the date of disposition.
SECTION 1250 PROPERTY
The properties covered by the new recapture provisions are referred
to as "section 1250 property." The term is defined briefly in the law as
meaning any real property (other than section 1245 property) that is or
has been of a character subject to the allowance for depreciation.
The Committee Reports are more informative and categorize depreciable real property into three groups.
The first is intangible real property. This would include a leasehold
of section 1250 property or of land. A fee ownership in land, since it is
not depreciable, is not considered section 1250 property. However, a
lease of land may be subject to the recapture provisions. Amortization of
a leasehold is considered to be the same as depreciation. Computation of
the additional depreciation follows the same general pattern as when the
property is owned except that straight-line depreciation must take into
consideration all renewal options. This is limited, however. The life of
the lease when supplemented by the renewal periods may not extend by
more than 2/3 the useful life over which amortization was allowed. Thus,
even though a lessee amortizes his cost using the straight-line method, if
the useful life did not include renewal periods, part of any gain on disposition of the lease may be classified as ordinary income.
The second type of section 1250 property consists of buildings and
their structural components. This would encompass most basic structures
that are referred to as buildings in the commonly accepted sense of the
word. However, some properties normally considered to be real estate
under local law are excluded from section 1250 coverage. They are described in the proposed regulations relating to the investment credit as
qualifying structures; they are essentially items of machinery or equipment, or enclosures so closely combined with the machinery and equipment
they support, house, or serve that they must be replaced, retired, or
abandoned contemporaneously with such machinery or equipment and
depreciated over the same lives. Examples of such properties, which are
subject to the recapture treatment of section 1245, are grain storage bins,
silos, blast furnaces, brick kilns, and oil and gas storage tanks.
Elevators and escalators often may constitute a special problem since,
under the 1964 Act, they also will be classified as personal property eligible
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for the investment credit and subject to the provisions of section 1245. For
this reason, when a building is purchased, it might be advisable to determine at the outset the portion of the cost applicable to that type of equipment. Note that even though a building itself may be sheltered against
recapture because of being held for more than ten years, its elevators or
escalators are not entitled to the same protection of time.
Not all elevators or escalators are section 1245 property. If they are
installed in a building used predominantly for non-transient lodging or by
a tax-exempt organization or located outside the United States, section
1245 will not apply. In those cases the elevators or escalators are structural
components and, as such, qualify as section 1250 property.
The third category of section 1250 property consists of all other
depreciable real property that does not infringe on the pre-emptive rights
of section 1245. Examples might be some pavements, parking areas, or an
airstrip used by company officers.
The Committee Reports indicate that section 1250 property might,
through a change in use, be converted into section 1245 property. The
reverse, however, is not possible.
SEPARATE IMPROVEMENTS
The assignment of a separate holding period to substantial improvements has already been discussed. It is apparent that if substantial improvements were considered to have the same holding period as the original
structure, the principle of recapture could be defeated. For example, if an
old building, which had been owned for ten years or more, were extensively
remodeled, and if the cost of the program were written off as quickly
as the law permits, an early sale of the improved property would be
shielded from recapture treatment even though the gain may have been
attributable to the rapid depreciation taken with respect to the improvements.
The new law provides against such a contingency by treating improvements that meet a special test of substantiality as separate pieces of
property. They are referred to in the language of section 1250 as "separate
improvements."
A separate improvement will be recognized as such only when during
the 36-month period ending on the last day of a taxable year, the total
of such improvements amounts to more than the greatest of the following:
• 25 per cent of the adjusted basis of the property,
• 10 per cent of the cost of the property, or
• $5,000.
For purposes of the above, adjusted basis and cost of the property
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are to be determined as of the beginning of the 36-month period or the
holding period of the property, whichever is later.
If, in the course of any taxable year that is part of the 36-month period,
the improvements made do not aggregate more than $2,000 or more than
one per cent of the cost of the property (determined as of the beginning
of the taxable year), they can be ignored.
If a particular section 1250 property consists of more than one element because of the existence of separate improvements, the additional
depreciation applicable to each component is determined in relation to the
additional depreciation of the property as a whole. The applicable percentage should then be applied to the additional depreciation computed for
each element.
DISPOSITIONS
Section 1250 recapture is triggered when real property is disposed of
and not just sold or exchanged. The statute, like its counterpart, section
1245, embraces all dispositions not specifically excepted, and, consequently,
transactions that for many years have been looked upon as non-taxable may
give rise to ordinary income where a transfer of depreciable property is
reflected. If the coverage were less comprehensive, recapture would be
lost on those nonrecognition situations that include a change in basis.
A distribution of depreciable property as a dividend in kind is illustrative. The corporation would not normally be taxed on such a transfer,
and the basis to an individual shareholder of the property distributed would
be its fair market value, which in all likelihood would represent an increase.
If the shareholder subsequently sold the property, he would have to
recognize recapture income but only to the extent of depreciation deducted
after the transfer. The increment conceived by the property dividend would
be insulated against recapture if such transactions had not been made subject
to the provisions of section 1250.
Presumably, under such circumstances, the ordinary income will be
computed on the basis of the fair market value of the property distributed.
If a corporation distributes section 1250 property to a shareholder in
redemption of its stock, the corporation must recognize section 1250 income
if the fair market value of the property at the time of the distribution was
more than its basis to the company.
A corporation that is liquidating under section 331 is required to
recognize recapture income in connection with the distributions in liquidation (either partial or complete) of section 1250 property.
The additional tax at the corporate level will necessarily reduce the
remaining assets to be distributed in a complete liquidation, so that the
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capital gain to the shareholders will be decreased commensurately.
A one-month liquidation (section 333) may also give rise to section
1250 income, and the recapture in such cases will serve to increase the
corporation's earnings and profits which, in turn, will add to the tax
liability of the shareholders.
Depreciable property sold by a corporation that has adopted a section
337 plan of liquidation is subject to depreciation recapture. Formerly neither
gain nor loss was recognized.
A question may arise about the proper treatment where several properties are concerned, some of which are sold at a gain and the others at a
loss. Under such circumstances, the seller is confronted with ordinary
income resulting from recapture on the profit items, while, on the other
hand, no loss is recognizable with respect to the assets sold for less than
basis. A practical approach might stress the advisability of anticipating the
losses and selling those properties in the normal course of business before
the resolution to liquidate has been adopted.
Transfers of property in conjunction with a liquidation of a subsidiary
are not subject to recapture, except where the basis of the assets received
by the parent is related to the parent's basis for the subsidiary's stock under
section 334(b)(2).
EXCEPTIONS
Section 1250(d) enumerates the transactions with respect to which
dispositions are excepted from depreciation recapture or where the recognition of ordinary income is limited.
The first exception relates to disposition by gift. A donor need not
recognize section 1250 income when he makes a gift. However, the donee's
basis for the property will be the same as that of the donor (plus gift tax,
if any) and this identity of basis includes any additional depreciation that
was accumulated by the donor. As a result, the recipient of the gift may
have to report ordinary income based on post-1963 depreciation deducted
by the donor.
If the gift is made to a charitable organization, the potential recapture
income does not have to be recognized as such, but the amount of the
contribution deduction must be reduced by the section 1250 income.
The impact of recapture is excepted from transfers at death. Thus,
there is no carryover of additional depreciation to the estate or to the
heirs. This exception has no application, however, where the income
from the disposition is considered to be income of a decedent.
Property transfers associated with other non-taxable transactions of
the type wherein basis is carried over do not result in ordinary income
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under the recapture provisions. Transfers to a controlled corporation in
exchange for stock or securities under section 351 are in this category.
The nonrecognized income will follow the property and the original holding
period will be tacked on.
If a transaction of this nature is taxable in part because boot is
received in addition to stock, the transferor must acknowledge recapture
income to the extent that gain is otherwise recognized, in which case a
new holding period will begin.
The same treatment is applicable to transfers of section 1250 property
in exchange for stock or securities in another corporation pursuant to
qualified reorganization plans.
A contribution of section 1250 property may be made to a partnership
in exchange for a partnership interest or by a partnership in liquidation of
a partner's interest without recognition of section 1250 income, and in
either case the unrecognized income of the transferor must be carried
over. However, a sale of a partnership interest, either to the partnership
or to a third party, or a distribution to a partner where he receives more
or less than his share of section 1250 property will result in recapture
treatment.
In like-kind exchanges or involuntary conversions of real property, any
recaptured amount is limited to the greater of:
1) the gain otherwise recognized plus the fair market value of stock
purchased as a qualified replacement, or
2) the amount of section 1250 income that would have been recognized
upon a sale, less the fair market value of section 1250 property
acquired in the exchange or cost of replacement property in case
of conversion.
Any amount of section 1250 income not recognized in the transaction
shall be carried over to the property acquired, as additional depreciation.
PLANNING
Probably the most important over-all planning principle is a defensive
one. It relates to the timely recognition of potential recapture situations,
so that they may be either avoided or given effect to when transactions
are being considered. The pitfalls are sometimes not readily apparent. Take,
for example, a traditionally tax-free exchange (no boot) of business real
estate. Assume that the property given up consisted of a $90,000 building
on $10,000 land and conversely, that the property received was composed
of a $10,000 building on $90,000 land. Under these rather extreme but
seemingly innocuous circumstances, if the $90,000 structure was heavily
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contaminated with potential recapture, its former owner could be required to recognize substantial section 1250 income as a result of the
exchange.
The repercussion represented by increased earnings when recapture
is experienced in one-month liquidations illustrates the necessity for thoroughness when consequences are being measured.
If a purchase of controlling stock of a corporation is contemplated, the
extent of the exposure to the recapture provisions should be ascertained.
This would be particularly true where the over-all plan comprehends an
early liquidation under section 334(b) (2).
Before enactment of the 1964 Act the seller was under no great
compulsion to allocate the selling price of real estate between land and
buildings. Now, however, such an allocation is essential.
It might serve the seller's best interest to attribute as much of the
price as possible to the land, which is not vulnerable to the provisions of
section 1250. The buyer, on the other hand, will wish to emphasize the
building value. A mutually acceptable allocation may have to be compromised. In any event, the separate prices should be stated in the contract.
Since the seller and the buyer have conflicting tax interests, the amounts
agreed upon should be acceptable to the Treasury Department.
The selection of a method of depreciation should take into consideration
the taxpayer's present and projected income and the anticipated holding
period of the property. However, the threat of recapture should not, of
itself, rule out the use of accelerated depreciation methods. If the section
1250 income is taxed at the same rate as that which prevailed when the
depreciation was deducted, the taxpayer will have obtained, in effect, an
interest-free loan. If the tax rate is lower for the year of disposition, an
economy will have been realized.
Improvements to existing property should be scheduled, if practical,
so as to avoid the creation of new holding periods. This can be accomplished by confining costs to an amount less than that which would meet
the tests of substantiality. In this connection, an examining agent's capitalization of repair items may have added significance, since the adjustments
might provide sufficient additional investment so as to meet the same
test.
Potential section 1250 income can be shifted to lower bracket taxpayers by gift. However, the fact that the potential income is also eliminated at death should not be overlooked.
When a sale of section 1250 property is contemplated, consideration
might be given to reporting the transaction on the instalment method.
Use of this method could provide some deferment, possibly at lower rates,
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although the regulations, when issued, presumably will require that all
of the income associated with each payment be deemed to consist of section
1250 gain until all of the recapture has been reported, and the capital gain
treatment then will be recognized with respect to the remaining payments.
This would follow the pattern established by the proposed regulations on
section 1245.
The timing of dispositions of section 1250 property can be extremely
important because of the impact of the various holding periods.
For example, sales near the end of the first year of ownership should
be avoided. A delay of one or two days could reduce the amount subject
to recapture from the total of all depreciation taken against the property
to the difference between what was deducted and straight-line depreciation.
Where possible and practical, dispositions of section 1250 property
held for more than twenty full months (and less than ten years) should be
delayed a few days where the delay can result in another full month of
ownership thereby reducing the percentage of additional depreciation which
will be taxed as ordinary income.

